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s INTRODUCTION 


Rent control has been one of the most controversial 
government policies in recent years. Controls have 
thetr vociferous eritics and their equally vociferous 
Supporters, who have variously demanded that the 
Government of Ontario make rent regulation more 
Suringenty reforn it, Oreavoli sh Te eattogetner. | The 
puppose, Of this paper 1s tovdiscuss the rationales for 


Pent) regulation. 


De. is hoped tiis saper jwidd soomtem butters Jtowthe 
detiperations Of Chev Comission Greligulny into 
Residential Tenancies and also to the public debate 
about rent regulation. It is not intended as an eva- 
luation of whether rent regulation should be continued 
POW arlowor Of spOSSibi en rerorpma, (PECmecaan oles 20 
explore the relationshipnps between objectives, the 
Operation of housing markets, and policy recommenda- 
tions, | it as to explore the logic of argument about 


POLICY ot. Lo! advocate colicy,, 


The paper begins by asking what the basic values 
Ofy Out (SoC Let y are thatecan (pe s1Sed to. 3.USta ty a 
government DOlicy. POR it a6 ‘these values that permie 
us to judge whether the results of a government policy 
are desirable or not and therefore whether or not the 
policy is desirable. Wuppose socrety Nolds that all 
people are entitled to adequate housing, and suppose it 
proves that some households do not have adequate 
housing. Then alternative: housing policies can. be 
considered; if the value of the increase in the.con- 
sumption of adequate housing is greater than the value 
of what has been given up to achieve the increase,_ then 
the policy, 16. desirable andthe best poliey will De the 


one with the greatest net benefits. Perhaps the best 


policy will be rent regulation; periape ty 
public housing, or Shelter allowances, Or an inereace 
in the old age pension. Tt is hoped that if thie focu. 
is Shitted at the outset away from the specific policy 
of rent review and onto the basic socal Values, some 
Of the controversy that has clouded the debate can ibe 


avoided. 


To offer a rattonale for rent requlat lon, thewe= 
fore, one must both identify society 6 walues Jang 
analyse the effects Gf rent regulation vege. 
Finally the two can be brought together so the ertectc 


Gan be judged according tothe. values. 


The second section of the paper identifies s1x 
Values that miaqht form pavt of a4 patlonale (tor secu. 
regulation ii -Ontar ro: (i) everyone ought “to: nave 
adequate housing; (11) everyone ought to have aitorvd-— 
able housing; (111) everyone ought to have Securiv ea. 
tenure; (iv) everyone has the right to the enjoymen ese: 
Private property; (Vv) “there ought, to be an efficient 
allocation of resources in the economy; ‘and ((v 2) tener 
Ought to be an equitable dAistribution Of Anco. 
Sections 4 to 8 discuss each of those values ai setae 
Fach sectron considers how to define the value, 7c 
extent to which it has been upheld in Ontario, and what 
qovernment policies might make society better enn 


according to they value. 


Section 3° sete Out the possible Srypec Cf rene 
regulation and summarizes the effects of each. This 
material is drawn upon when subsequent sections assess 


the efficacy of rent weguiation. 


To ensure that as wide an audience as possible 


will find the paper readable, references vo otier 


sources, especially academic articles, have been kept 
to a minimum and are contained largely in the notes 
collected at the end of the paper. All the main argu- 
ments and ideas are contained in the text: the notes 


are not necessary to an understanding of the paper. 
"2 THINKING ABOUT SOCIETY'S VALUES 


The Commission of Inquiry into Residential Tenancies 
has been asked what reforms should be made to rent 
review in Ontario. It has been asked what ought to be 
done.) Ques tions, [that sdeailscw ie 2" shoud" landietought" 
require what is sometimes called a normative approach. 
in. jrder sro; decide whate shoubdsbes done vit isshirst 
necessary. torhave: values (om inonis)y hivettenadb lesarss to 
Say one situation is better than another. When we have 
those values, we can then say that a government should 
adopt a particular: program because iit will getyus? to 
the preferred situation. To decide how we ought to get 


somewhere, we must first know where we want to go. 


Unfortunately,aait is ideifivculip wt mot anpossibie, 
to discover precisely the collective values of society, 
because each of us has our own values and hence our own 
views of what ought to be done. From among the great 
divensity, how 1s .one, to whoose the: values to ye. wsed 
en thunk ing) reabou,t oremeer og uta Porearerc eritiai nily 
philosophers have struggled for centuries to’ define 
what is good, and the controversy among them continues. 
Social science can be used to discover what values 
people hold and even why they hold them, but it cannot 
be used to choose the correct value. TiPoOntario, Our 
systemiof! governnéent®’=} aneludimgtvotiers, interest 
‘gvoups; ‘political *partiés Stand tthey legislmecare itse ly .— 
can be thought of as a system for developing, articu- 


lating -and,? through othe passage ;.of Laws,.acting*on the 


collective views of society. Migood place tots rare 
when thinking about society's values is with the public 


statements of government officials and agencies. 


The Canadian Charter of Rights and Freedoms in the 
Constitution Act* voli 1962 “Sletsliout whempasic Gaby its 
guaranteed under ounVeoenstitutien, DuEeVivecocnvains m6 
reference to housing. There are many, including the 
federal government, who have advocated that the right 
to the enjoyment of property be included with the right 
boulafesyphiberty,;, handesecdrityTof ipensen Sint ie IrSse ter 
fundamental rights that cannot be denied "except in 
accordance with the principles of fundamental justice." 
Several provinces have objected, fearing restrictions 
on their powers of land use zoning and of expropria- 
tion. Tenants' groups have also opposed the inclusion 
of, propenby inights or ithe Righ HP0O: proivarer provercuy ers 
protected: under thesCanadiian) Races tof "Rights,  butetonry 
in, aveasirof; federal sjurisdictiony andMehne Brill car be 
overridden bymothersacts: ofyPavimanenrta™ The ¥onsti nin 
Elon tActealso ;commitsietme ihederal fandepRevaiinerian 
governments "to promoting equal opportunities for the 
well-being of Canadians." Theres ies no Meneronm tot 
rights to adequate consumption of such things as educa- 
tion, food prclothing? ror srovwsingte! Thervenpiiases” a se7on 


equality of opportunity rather than equality of result. 


The acts of the Government of Ontario that deal 
with housing or explicitly with rent review, such as 
the |Ministry of Munacipal Apmarretand ousting ACU, tie 
Landlord jand):TenantmAct anditt he@Residentacalheren ancl es 


Act**> make (novIreferéencel tomthewoby Setives Sifeor 


* Canada Achy 119076 (Ue Di Ce. Cte ieee 


eo The Ministry Of Municipal” Affaire and Housing Act, 
U98-15,) n0 . Beanie bo > meine landlord@ana Revant Act, 


R.5.0. 1980, c. 232 as amended> the Residential 
Tenancies: Act, 1979, R.S.0. LOS0ie co eaner 
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Eationale tor, the acts.) The first publication of the 
Ministry of Housing (Ontario, 1974) began with the 
Statement: “Adequate housing at affordable prices is a 
Dagre  Lignt OF ell residenus of Ontario.” That. ie 
probably the most specific statement made by the 
Government of Ontario about society's fundamental 


values with respect to housing. 


£Me Pupil ications sOc@che. ONnbanwo Ministry sor 
Housing that describe various housing programs often 
begin with a statement of the objective of the program. 


Bowe ver, .<he ODJeCtiNe Vs, Of ted 2 no amore ot fat oa 





statement of what the program does in a most mechanical 
sense. EOr example, othe Obi Ce Ulver ot «a irentaw 
assistance program might be to increase the production 
of moderate-rent accommodation. Provided the program 
does not assist high-rent accommodation and is not 
Oraset by a decline in private (rental starts, the 
program will meet its objective. But the statement 
provides no guidance about society's basic values and 
is of little assistance in choosing between alternative 


programs. 


The list of society's values used in this paper is 
based on the sources cited above, on the academic2 and 
popular literature dealing with rent regulation, on the 
hearings held by the Commission of -Ihquiry, and on 
background documents, prepared by the research staff of 
Ene Inquiry, that-deal. with the historical Jevolurion oF 
rene regulation in; Ontacio and “the experience, of spent 
regulation in other jurisdictions. The search of these 
sources revealed six values: (i) everyone in Ontario 
has the right to adequate housing, (11) everyone in 
Ontario should have affordable housing, (111) everyone 
im Ontario ought to have security of tenure, i414) 


everyone in Ontario has the right to the enjoyment of 


private property,, (v).there, ought. to. bean. chilciern 
allocation of resources in, the, Ontario economy. geud 
(vi) tere should bean equitable saiet ei bie Lon ot 


income’ In Ontario. 


The survey Of Sources Trevealéed, as might jbe 
expected, a great diversity of opinion as to the proper 
role of government in housing markets. There were also 
different. opinions about what should be Given. upto 
achieve the value. For example, almost everyone agreed 
that Ontarians are entitled to adequate housing, but 
not all were willing tor pay, an lie 0) Pte anion ae 
ensure that everyone had adequate housing. Te 
provision of adequate housing through a government 
program has an opportunity cost: that. is; sometping 
will have to, be given up to provide better housing. 
Society is better off if the ovportunitvs Coste cles. 
than the value of the improved housing conditions. igs 
is worth remembering that every government program has 
a cost and that people differ in what cost they sreqard 


as acceptable. 


Another way of thinking about these values is to 
see them as definitions of ousting prop lene. For 
example, a housing problem exists if people do not have 
adequate housing or if people do not have security of 
tenure. The objective of, or rationale for, government 
policies is to cure the problem. . Rent regulation can 
be considered along with all other policies as a way, to 
cure the problem. Thus the ideas of social walues., 
housing problems, rationales, and objectives are all 


interrelated. 


There are,.of course, other values. that govern the 
design and choice of government policies. Any policy 


Ought to be understandable to the governed, give those 


influenced by it due process and the right of appeal, 
and be responsive to criticism raised against it. It 
Should be the least expensive way to achieve the 
desired result. But these values relate to the design 
of a program and assume that there is some rationale 
for the program in the first place. This paper tries 


to explore the basic rationales. 


The survey of sources that produced the list of 
Six values often encountered the statement "there ought 
EOvDe no rent. gouging Ole uiele.Ougie EO a 10 
unconscionable rent increases". But "gouging" and 
"unconscionable" were never defined. This paper deals 
With rent gouging by emphasizing the relationship 
between rents and costs of production. A rent increase 
may reflect increases in costs of production, it may 
involve above-normal profits for a transitory period as 
the market adjusts, or it may involve above-normal 
profits more permanently when a landlord is exercising 
monopoly power. Depending on one's values, it is 
possible to label each kind of increase as gouging; 
however, most usage seems to refer to the second and 
particularly the third type of increase. ’. This paper 
considers each type of increase and evaluates its 


effeots onnthe Six basic values. 
3 RENT REGULATION AND ITS EFFECTS 


Before turning to the discussion of each social value, 
it is useful to consider the different sorts of ‘rent 


regulation and their effects. 


Many difterent types Of rene requlacion are 
possible, and each can have different results. Even 
small differences in the regulations can substantially 


alter the outcome. As landlords are well aware, 


whether a roof repair may be classified as an operating 
or a capitalseexpensescane infilvence sthevextbent),and 
timing of the repairs. And even the attitude of a rent 
review officer in applying the: regulations» can 
influence the rent that is established. The details of 
any regulatory regime are vital to understanding the 
effects of that regime. However, a paper such as this 
Cannot analyse small differences between alternative 
forms of rent regulation. What is required is a more 


aggregate, stylized characterization. 


Broadly speaking, rent regulation regimes can be 
described according to three characteristics: their 
coverage, whether they are expected to be permanant or 


temporary, and how the allowable rent is established. 


The coverage of rent regulation may be complete or 
may permit exemptions. What are sometimes called 
finst-generatidn rent! controls! covernaid, sresidential 
tenancies; second-generation controls provide for 
certain exemptions, such as new buildings, units that 
have undergone a major renovation, rooming houses, 
units in buildings with fewer than a certain number of 
units, or units where the tenant shares the kitchen or 
bathroom with the landlord. Sometimes a unit becomes 
exempt when it is vacated. Other regimes exempt units 
that rent for more than a specified amount or units 
that are already publicly subsidized. Obviously, the 
possibilities ares limitless saeThenchi bicalsdist inetion 
is that, when exemptions are allowed, two different 


rental markets exist -Jthetsco mer ollie dCsamdau tiie 
uncontrolled. 


A second fundamental feature of a rent regulation 
regime is whether it is expected to be permanent or 


temporary. Under a permanent regime, controls are 


expected to remain in effect forever; under a temporary 
regime, the controls are gradually lifted by letting 
rents rise or by gradually exempting more and more 
units until none are controlled. A system of temporary 
regulation alters the path of rent adjustment over time 
but permits rents in the long run to be what they would 
have been in the absence of regulation.3 For example, 
Suppose there were a large unanticipated increase in 
demand (perhaps due to an increase in migration to a 
housing market); or suppose there were an interruption 
in the supply of rental housing while demand continued 
to increase (perhaps because there was a war and 
resources were being devoted to other uses, or perhaps 
because a municipal government changed its policies and 
restricted the servicing of land or reduced the density 
permitted on redeveloped land); or suppose a particular 
residential district in” a’ City “eutd enily became 
popular. In all of those cases, rents would probably 
rise sharply. Depending on the case and the respon- 
Siveness of new supply to higher rents, the market rent 
May Leturn=to its original \equrinpmiun Bevel tas ?in 
Figure 1, or it may settle at a new, higher equilibrium 
level, as in Figure 2. A rent regulation system could 
alter the adjustment path; this is 1tllustrated fora 
Mypothetical system by “they dotted" lives*iit tie eCwo 
figures.’ Both first- and séecond=generationycontrois 
Can be either permanent or temporary’ Some systems 
woth exemptions “imply *that® tire *conerorerare nat 
permanent: for example, the exemption of new units or 
Obi te with very high rents*watlPin tthe ror, ran 
remove all Units from control: “Bat that’ would tie *the 
very long run. when "we are all) deadiwbe-Obmrously* Ytrs 
a matter of degree whether controls with exemptions are 
considered permanent or temporary. Regimes with 


new-unit exemptions should probably be thought of as 


Real 
rent 







No regulation 


Figure 1: Hypothetical Paths of. Rent, Adjustment 
No Change in Long-Run Rent 


Real 
rent 


No 
regulation 


Regulation 


Figure 2: Hypothetical Paths of Rent Adjustment 
to a Higher Long-Run Rent 
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permanent, while regimes with a decontrol at the first 


Cnange of tenants could be considered temporary. 


An important sub-classification of permanent 
control regimes is into those that control rents at all 
times and those that regulate rents only at certain 
times. peveral. examples.in, the» lather. or quph wish 
illustrate the distinction. A permanent control regime 
might be designed to alter the adjustment path of 
rents, as in Figure 1 and 2, whenever there were abrupt 
Changes in rents; but whenever rents changed slowly 
there would be no administrative involvement in the 
establishment of rents. Rent increases above, but not 
below, a certain percentage might be subject to 
regulation. Another kind of permanent rent control 
exempts units when they become vacant or when the 


tenant changes but regulates rents during a tenancy. 


The third characteristic of rent regulation is the 
means by which the allowable rent is established. 
There are many possibilities, including a rent or rent 
increase that is set by law (or an administrative 
agency) for all units regardless, of), thelr,partiecuwlar 
details; a cost-pass-through system under which the 
nominal profit of.a.landlord ,would, be fuaxnedobutg-adw 
cost increases compensated; or a system that sets rents 
to allow landlords:.a certain cate o£ return mmatheur 
investment. The second and third characteristics of 
rent regulation regimes .are,closelys rel ated: the 
allowed rent increase can influence whether rents are 
reduced permanently or only during a transition period. 
In, principle, -howsvets., Sac%,type of rent-setting 
mechanism could be either permanent or temporary. 
Obviously, the allowed rent will determine how much 
rents are held down and therefore how binding the 


controls are. What is important here is, not how much 


ame 


rents are held down, but what sort of issues enter the 
rent determination process. 


The current system of rent regulation in Ontario 
ighav®regime withexempt ions; “1t is permanent. and 
eqontrols rents atv’all “times; “and fo sets rents 
according to a cost-pass-through procedure.” There are 
numerous Cdétanl €d@aesScri ptions* of “the "system Of rent 


Gegulation intontario. © 


The above description of rent regulation attempts 
tol Beparate™Mthe “derini trove Of Various types Of Tene 
regulation Ckvom- tire er rect s. Time “type OL Femme 
Yelg wlettiitont grouladiwe “discerirdple by reading tlre 
legislation; the effects, however, must be discovered 


through economic analysis and empirical work. 


The primary ehiect Of ent ‘regulation 16 on etie 
rental price of controlled housing units. Any analysis 
must begin by comparing controlled rents with what the 
rents would have been if there had been no controls. 
Oriceld HHhestdireetiom and’magnitude Of the efLecu on 
controled) reires’ Vs’ establisived,, tnen “all the ouner 
ef fedts =" or “maintenance ?-on” conversilons, on new 
Starts, on people's housing conditions, and so on —- can 
be analysed. But all those other effects hinge on how 
much rents have been kept down. ie renee “are New 
changed!) becarseM@thel-controls are wot binding or 
enforcement is lax or tenants make side payments to 
Vandlerds ‘equal’ tothe rent reduction, "then the other 
effects will be insignificant. If rents are kept down 


only alittle, then@the other effects will) probably be 
small 


Inevitably, it is very difficult to establish what 


rents would have been Inthe mbpscence of Conero. Ss. 


1 ys 


Consider, for example, the case of the Toronto housing 
market. One approach is to find another housing market 
thatwisjidentical.towtre: Toronto, mank éterigt sex eny 
Significant respect except that it does not have rent 
regulation. Then any differences between the two 
markets can be attributed to rent regulation. In order 
to be sure that the two markets are similar in "every 
Significant respect," you must know how rents are 
determined. If you believe that rents are established 
at the level where the demand for housing equals the 
Suo0 pd yo ‘then ivyau 'minst ebewms une ehheltinaihl afiaic t bis 
determining demand, such as number of people and 
household income, and all factors determining supply 
are the same in the two markets. Or if you believe 
that rents are set by the greediness of landlords, then 
you must be sure that landlords are equally greedy in 


the two markets. 


Another approach is to specify and estimate a 
mathematical model of the Toronto housing market. The 
model can he used to simulate the market in order to 
see what rents, and also new starts and housing 
conditions, would have been in the absence of controls. 
The results can then be compared with the actual rents, 
Startss.'and housing dcondiat lonswandesthen daifenence 


attributed to rent regulation. 


There are obvious problems with both approaches. 
There is fnofphousinge marke to cami larptos the To vonto 
market fun paklssiligni fiiarcank! tepperc esd renc emt orem 
regulations “Nor is athernehalmathematiead! modelyof eke 
Toronto housing market to use for simulation purposes 
and, /eveni if, there were; Lewcoudd ibe tangued thatiathe 
structure of the market has changed since the intro- 
duction of rent review so that the model could not be 


used) toxusimulate thes jcurr entyenma. Nevertheless, any 
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ad hoc attempts to describe the effects of rent control 
implicitly use one of the two approaches. Statements 
Such as "when controls came off in Edmonton, rents rose 
by (x perrcent™forStiook at what ?happened "rn -New* York 
under rent controls"? are based amplieitly on the -Lirst 
approach; while statements such as “in the past rents 
rosevatiixi pertcen tw or tite tra tewtotl growth? of whe 
consumer price index, so rents would have risen y per 
cent in the absence of controls" are based implicitly 
on the second approach. These ad hoc fattenpts*iare 
bound to be controversial and should be regarded with 
Caution; one should always refer back to the analytic 
framework of the first or second approach to see what 
bias the ad hoc logic has introduced. ‘Nevertheless, 
these attempts may be the best we can do, and they can 


contribute to our understanding if used carefully. 


There is a -thited approach, and that fs tog 
econontetineoty “Comanalys ert rerretrece or tie rt 
regulation in the abstract. For example, suppose a 
system of rent regulation reduces rents below what they 
would have been. According to economic theory, there 
willowewe vitesse denand ore wen tall (ult s*a't senile 
controlled rent. This is because households will want 
to’ consumer more housing atthe Flower "pri ce"anad 
landlords will want to supply less housing (there will 
still be excess demand, even if the rent regulation 
successfully- compels the andlor tovsupply the ssame 
amountrwor housiig)i ei Vacancy s rates "willie italiea Some 
households, unable to obtain’ a controlled rental unit, 
will have an incentive to make a side vayment to a 
landlord to obtain a controlled unit (the household is 
better off making a side payment and paying the lower 
control Bed vent? eRanolinder 25s Current -Piv-iing 
arrangement). The economic analysis could be extended 


to'’prnedict “the number *and* anount “Of” payments “oy 
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assuming certain elasticities (the responsiveness of 
demand and supply to changes in rent) and by assuming 


Certain Characteristics of Landlords ana tenants. 


This last point is important. Under very general 
and acceptable assumptions, economic analysis can pre- 
aret “tie direction of the effects of rent regulation 
with considerable accuracy. When more assumptions 
about elasticities and so on are added, economic theory 
can also predict the magnitude of the change, but such 
predictions are more speculative. However, without any 
assumptions about elasticities, a useful rule of thumb 
for the magnitude of changes would be that the more the 
rent regulation holds rents down, the larger the other 
effects will be. Although the rule is rather obvious, 
it is often forgotten in the public debate. Opponents 
OFCONELOLS Claim that there will be a drastic ettece 
on the new supply of housing and on the property rights 
of landlords; proponents of controls claim they are 
absolutely vital to the well-being of tenants. Yet 
many rent control regimes have little effect on rents 


and so the other effects are also likely to be slight. 


The rest of this section summarizes the effects of 
rent regulation by using the third approach: Le Gen whe 
uses economic analysis to predict the direction of 
changes and the rough rule that the magnitude of change 


is proportional to how binding the controls are. 


While the third @pproach May Au, five. scen LOlTrer, 
excessively on abstract theory, it does so no more than 
fire “Others, The only difterence is that it sis x= 
Wiicit, which is of benefit. To Use tier iret. approach 
One needs economic theory in order to determine what 
variables to hold constant between markets; to use the 


second, economic theory is necessary in order to design 


and estimate the simulation model; and to use even an 
ad hoc approach requires an implicit theoretical model 
On which to base the logic of the argument. Some 
people are sceptical of the third approach because they 
have found no Strong e€vidence £6 Suppomw. tie 
predictions of economic theory - for example, that side 
payments will be made - and as a result have rejected 
economic analysis. Often, however, there are reasons 
for the lack of evidence. Sometimes the problem is 
that. data do not exist for “besting sthe oredictyon oO. 
that changes are so small that one cannot test the 
prediction about the direction of eGhanges. [Ot course 
predictions of economic analysis must tace vemoiz ical 
testing. But critics who would reject the predictions 
of economic analysis must provide an alternative theory 
Of how housing markets operate and how the predictions 
would differ. 


A good starting point® in thinking, about sthe 
effects of rent regulation is to consider a system of 
permanent controls with universal coverage that is 
binding at all times (i.e., rents are kept below their 
level without controls, which is assumed to reflect 
costs: of production, ine buding ia. Nora le tose. On 
return). Assume that the requilatilons Wo vactial lan jeer 
the price per unit of housing service.? The immediate 
result is that existing tenants vay lesa sor srheia 
housing and landlords receive less. There will be no 
new construction because rents are below production 
costs (defined to include a normal return). Over time 
the original housing stock: will “diminish. ean 
will be allowed to depreciate more quickly or will be 
converted to condominiums or to non-residential uses or 
will be demolished so that the land can be used for 
Other purposes. The conmtractilon. of supp lvyowi ld .scop 


when the controlled rent just permits the owners of the 
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remaining buildings to cover their costs. This can 
occur if the contraction reduces costs on the remaining 
buildings or if landlords differ in efficiency and the 
less efficient producers depart, leaving those who can 
earn a normal return at the regulated rent. ie One OL 
unose Chings does rot toccurpPrthe teontraceron wilt 
Someinie + unt be there ts*rone of the orrginal !stock 
left. At first glance, this prediction seems extreme, 
but on reflection it is self-evident: it Way price 1s 
Serpe Owen Skcos tor product1 ony NOTING wid. be 


supplied ain“ the® long 'run. 


Let us suppose, however, that the contraction does 
stop. Then tenants*will pay less than they ‘would 
without regulation, landlords will receive less but 
will be earning a normal rate of return (because costs 
have fallen), the stock of rental housing will be less, 
and there will be excess demand at the controlled rent. 
All landlords will suffer capital losses in their 
capaerty “as “landowners: “in tenerlong™ run," tne eLrLects 
of controls lead to lower land values.!9% vacancy rates 
will be lower, the cost (especially the time cost) of 
searching for a new apartment will be higher, the rate 
of household formation will be lower, and mobility will 
be less. There will be a mismatch between tenants and 
dwelfirng' tnits.’° There will’ bera tendency” for’ tCenancs 
who? Want a -dtfrerent™ cont rorred uni t§'co bribe tne 
rendtord’or a -sitting*’ tenant to acquire= 1t% The 
benefits accrue unequally to tenants: those who would 
not have moved enjoy the largest gain, while those who 
would have moved may suffer a net loss. There will be 
Aarednetion in thre “rotal" taxes’ collected from 
Pandtords ,* but’ thaw will be argeltyyorhsec*by thre 
increased taxes collected from the sectors where people 
choose to spend the extra money they have because rents 


are held down. The housing stock is less, but output 


a 


in other sectors is higher. Resources will be used to 
police and administer the system, and tenants will use 
resources to make sure the regulations remain while 
landlords. will. use resource ess-b.0, br yur) ogee eee 


regulations removed. 


Those are the effects predicted wby, econemuc 
analysis of a system.of, permanent controls with 
universal coverage. that.ane binding at, all,jtimess, 9 it 
should be remembered that the predictions deal with the 
direction but mot magnitude sot, ther eUheer ; Those 
predictions are supported by an enormous body. of 
empirical evidence from controls in housing markets as 


well as in other types of markets. 


However, most current systems of rent regulation 
are inot, the, permanent,, uniyersal,binding mequlatwons 
outlined above; rather, they are permanent and binding 
but provide exemptions for new construction and major 
renovation. The exemptions are intended to reduce the 
contraction of the, housingestochs «caused .byaeeent 
controls. In these cases there are two rental markets: 
a controlled and an uncontrolled market. . The effects 
on the controlled market have already been described: 
tenants pay less, landlords receive less, and the 
supply is contracted through reduced maintenance and 
increased conversions and demolitions. TMs tps de 
uncontrolled market, nents, are w,highek than eine the 
controlled market - just how much higher depends on the 
demand for, and supply of, new and renovated rental 
units. The demand depends upon how much excess demand 
spills, over you tot ithe,.controlled. market A nboat he 
uncontrolled. market,.,(.this; ovenspall is. atrong ly 
influenced by how quickly othe, contaolledeacgtock 
contracts)... The, uncontrolled ~«manketp will atend aco 


include households that have just moved to the city, 
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households that have just been set up, households that 
had a strong reason to move, or households that are 
selling their houses and want to rent. "Undesirable" 
tenants, such as young people or large families will 
tend to be excluded from the controlled sector. The 
Supply of uncontrolled units depends upon the normal 
technological and cost factors that determine supply 
and on how much new suppliers believe that in the 
future controls will be extended to units previously 
exempt. The more the suppliers believe this, the 
higher the initial rent needed to justify new con- 
struction. The risk of subsequent control means that a 
higher rate of return is needed to attract capital into 
theyandustrys. On -bailancemitiliss Likely sthaty rentsisimn 
the uncontrolled sector will be higher than in the 
controlled sector and that rents in the uncontrolled 
sector will be higher than rents would have been in the 
absence of controls. New construction and renovation 
will probably be less than in the absence of controls. 
But the total housing stock is greater under controls 
Wie, exemovcions than under “controls. wicnoue 
exemptions.ll1 under rent regulation with exemptions, 
some tenants pay less for housing and some pay more: 


the pattern of benefit is made more unequal. 


Sometimes rent control regimes contain provisions 
intended to reduce the contraction of the controlled 
SEOCK: restrictions are placed on conversion to 
condominiums, on conversion to non-residential uses, 
and on demolition, whether the replacement building is 
residential or not. Again, resources will be used to 
police and administer the restrictions, tenants will 
use resources to ensure the restrictions remain, and 
landlords will use resources to try to remove the 
restrictions. There will tend to be side payments 


between tenants and landlords to stop conversion or 


ig 


demolition. Sometimes rent regulations also provide 
for sreduct Ton invrent’s “Vetimainvenance eve ls *are 
reduced. The purpose is to ensure that the price per 
Standardized unit of housing service is regulated. If 
the landlord reduces maintenance, thereby reducing the 
number of standardized units of service provided by the 
dwedding,? the gros ciréent? miss "fall tgatven- 4a 
regulated price per standard unit. TP only eene’g ross 
rent per dwelling were controlled and landlords could 
reduce maintenance and thus the number of standardized 
units of service provided, then in effect the price per 
standardized unit of service would rise.!2 kEven with 
the maintenance adjustment provisions, landlords will 
tend to reduce maintenance below the level that would 
have prevailed in the absence of controls (until the 
contraction of controlled stock is complete) ,;, “since the 
money they were previously spending on maintenance will 
have a higher rate of return elsewhere.l3 fThe result 
is slLikelyi to besa demand “for vwegqullations to set 


compulsory maintenance levels. 


Rent: -regulationi i s/ thus "asgood'-ex ample * of" “tive 
effect of price controls in a market economy. When a 
price is held*be low" thelcost tof produce ron, “ere 
quantity supplied diminishes. And as each cause of 
reduced supply comes to light, there is pressure on the 
government to intervene. At first, the solution is to 
exempt new construction and renovation. Then the con- 
traction of the existing rental stock is restricted by 
zOning bylaws and controls on conversion or demolition. 
Next come maintenance controls. Regulations often 
beget more regulations. 


Controls of the two types just discussed - 


permanent, universal, and permanent with exemptions - 
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are. by, fan the most common, -The .other, types..can be 
dealt with briefly. 


Temporary binding~regquiation, -with.or.~without 
exemptions, alters the adjustment path of rents but not 
the long-run level. During the period when adjustment 
is affected, the results discussed above apply, but in 


the long, run the. influence of controls is minimal. 


Another form of regulation is permanent but not 
binding at all times (exemptions are possible but not 
usual). If a sudden unanticipated change in costs or 
Genmaha wwowdidsy raises ments “significantly Jin. an 
unregulated market,,the regulations valter. the, path.of 
adjustment; but the regulated rents allow the landlord 
a normal rate of return, so that over time the rents 
returnto what. they would, be , isn othe abs encei,o£ 
GOntLhOlLS.. gUnoueKr a, Varlant, Of ethis ‘gene walk wtyne, sot 
regulation, units become decontrolled when tenants 
leave but return to the .controlled sector when anew 
tenants enter. Major rent adjustments occur between 
tenants. . When controls of this kind are. binding,,.they 
have the effects already discussed. However, although 
they are not binding at all times, they will increase 
the long-run rent per standardized unit of housing 
senvice, They redistribute from, landlord. to tenant 
SOMme Of PENG Gains senate would accrue storexsis ting 
landlords when the market price rises in response to an 
unanticipated change. Thus the long-run rent necessary 
to attract new supply will have to be higher (because 
without such a change the rate of return to investment 
in rental residential real estate would fall below the 
return it would realize elsewhere). The gains from 
unexpected rent increases are reduced, but the losses 
from unexpected, cost increases. jor nent declines ,are 


still borne by the landlord. 


at 


Our detour into the types of rent regulation and 
the effects of rent regulation is complete. We can now 
return, to awedisecussion Of socletys basac values, -~cTHe 
following sections will define each value and, using 
Che -ROregoing, exathinatton -of che setptects Of (rent 
regulation, Wilt *analyse the Witrterent® Lochs or «cent 
regulation to see which of them make society better off 
according to the value in question and whether 
alternative policies might better achieve the desired 


result. 
4 ADEOUATE HOUSING 


The first item on the list of society's values was that 
all people are entitled to adequate housing. Most of 
us have a good idea of what adequate housing means, 
although a precise definition is probably impossible. 
We recognize that the definition will be different at 
different times, in different countries, and perhaps in 
different regions of a country. Nevertheless, we have 
a sense that ‘everyone in Ontario, regardless of their 
income or race or whether they are employed or 
unemployed; -—shnovld.nave nosing “that Vs clean, wan, 
properly heated jw and in an good (stane Of repaline ehat 
has hot and cold running water and indoor plumbing; and 


that Vs snot’ overcrowded. 


Lt 'nss*mere dvrrrcult4tto Mevise an Gper at Lonel 
definition and to gather data on who does and who does 
not have adequate housing in Ontario. The best sources 
of data are national surveys by Statistics Canada such 
as the census, the Survey of Consumer Financies, Family 
‘Expenditure in Canada, and Household Facilities and 
Equipment; and Canada Mortgage and Housing Corpora- 
tion Vs\iSurvey. of tHousing Unite. Gite aa no tetneD pace 


to describe and analyse all the information contained 
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there, but the main conclusions can be summarized. 
Daca On whether 4 dwelling unit’ is7clean O14 drys OF sin 
need of repair are either not available or unreliable. 
The best measures - perhaps "proxy" measures would be a 
better term - of whether a household has decent housing 
is to establish whether their dwelling unit has hot and 
cold running water, central or electric heating, and 
exclusive Use, Or ‘a Einush ttorlets and wubnetheriathe 
household is overcrowded (more than one person per room 
is the usual standard assumed). On the basis of these 
measures, between 5 and 10 per cent of households do 
not have adequate housing (it is probably closer to 5 
than 10 per cent).14 there has been dramatic improve- 
Ment. inthe housing, conditions oF ncartans, over whe 
last thirty years, and now the vast majority of people 
have adequate housing and indeed are well housed. 
Those who do not have adequate housing tend to be poor 
and often unemployed or retired; sometimes they are 
elderly people, sometimes young transients in large 
catwee: “they sometimes Five aim Gubalsa wea san Geet C 
Hative’~eople or former psychiatric patients... Btiiaino 
summary its very Meaningful =" they, ave wa,vervainetero— 
geneous group. “Although only “4a, small percentage on .tne 
population, the absolute number of people without 
Sdéeduate ‘housing isi large and” their plight deserves 


redress. 


It is sometimes argued that rent regulation helps 
to ensure that the poor get adequate housing or that at 
the very least more people are able, to get adequate 
housing®+ At) first’ glance that argument ,has..a certain 
appealing, logic. Most of those, whowdo mot have 
adequate shelter are renters, and rent regulation holds 
rents below what they otherwise would be, with the 
result that renters can buy better housing because of 


the ‘lower price. The conclusion, however, 1S wrong 


Zo 


because 1t foregets that,.to. the extent, regilation 
reduces rents, it provides incentives to reduce the 
Supply below what it otherwise would have been. There 
can be disagreement about how much the supply has been 
reduced, but surely no one can, argue that the supply 
remains unchanged or increases. Because the supply 
decreases, rent regulation cannot ensure that people 
are better housed in aggregate, although some will be 
able to take advantage ,of the lower rent to get better 
housing. And there is little reason to suppose that 
the poor as a group, or those who are now inadequately 
housed, will get a bigger share of the smaller pie 
under rent regulation. The opposite is probably true. 
When there is excess demand for rental, housing, 
landlords can discriminate more easily when they choose 
their tenants. The disadvantaged probably fare worse 
under Such .aA rationing system than under asmanwer 
system. Some lucky households will be able to find a 
vacant dwelling in the controlled market and improve 
their housing .conditions, under rent xegqulation,. | Butain 
the .long, jfrun, rent regulation means thatriiewerm snow 
more, households have adequate shelter. To the extent, 
Of course, that whe effects of regu lation @pasiaine 
quantity .supplied are mitigated, «that. undesivable 
result will be mitigated. However, rent controls with 
exemptions usually cause uncontrolled rentsetonoe 
higher than rents in the absence of controls, so that 
any household forced into the uncontrolled market will, 


of necessity, consume less housing. 


Dis tie. wight tO adequat en tous 7 ge 1)S oats 
ett a Cat Om at Oreo e nt aregiil ad 1 Om. Tin) a deenCrte a eee 
Brovides. a tationale tor not using went.requLatscam. 
Any policy intended to ensure that people have adequate 
shelter by reducing the price to the -consumer.must 


sever the link between the price paid by the consumer 
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and the price received by the landlord. A cash subsidy 
to assist with housing expenses, such as a shelter 
allowance, does just that. It increases the demand and 
hence the’ market rent per unit of housing service. 
Landlords get more per unit, the quantity supplied is 
increased, and the after-subsidy price to the household 
decreases with the result that they can consume more 
housing. Public housing also does that, although the 
public. Sector MrovidesVthe ‘new “supply. “Clearly ‘there 
are better ways than rent regulation to ensure people 


have adequate shelter. 
3 AFFORDABLE HOUSING 


Tet econd obivsocirety?/s* valluesiion@ the List was* that 
everyone is entitled to affordable housing. Despite 
itehiirequent@mention! incpublic discussion," in the 
housing literature, and in numerous government studies, 
the concept iis elusive. On reflection, it appears that 
atforaabipity ror Neusing is! not itself ai fundamental 
social value but rather a proxy for several fundamental 
values - that people are entitled not only to adequate 
housing but also to adequate medical care, EVotning;, 
foodsmeduicationimandresco on. However; it 11s a™poor 
Crexywandsitd sel Meads tvolpoor,policies*7'The logic 


behind this conclusion is set out below.15 


What precisely “is meant’ by affordable housing? 
How can it be defined so that one can establish whether 
housing in Ontario is affordable? Or phrased ant a 
different way - who in Ontario is suffering from a 
housing affordability problem? It should be remembered 
that this concept does not relate to adequate housing, 
which has already been dealt with. For the afford- 
ability concept to be meaningful, itt Must (identerty Sa 


problem (that exiistsiteven when people have adequate 
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housing. According to literature on housing, afford- 
ability problems exist if a household spends more than 
some percentage of its income (usually set at 25 or 30 
per cent) on housing.!6 But why is it a social problem 
if someone spends more than 25 per cent of their income 
on housing? Surely we do not hold as a fundamental 
social value that all households ought to divide their 
expenditure in such a way that they do not spend more 
than, 25, per, cent, of. their income.on housing? Tetra 
young professional couple with a household income of 
$70,000 buys its first home - a renovated townhouse in 
downtown Toronto - and spends more than 25 per cent of 
its income on housing, that is notsavhousamg, probien 
nor does it conflict with any fundamental social value. 
Similarly, if a lower-income family spending more than 
25 per cent of its income on housing were to move to a 
smaller apartment and spend the money saved on other 
things, thereby reducing the percentage of its income 
spent on housing below 25 per cent, it cannot be argued 
that housing problems are reduced or that society is 
somehow better off. There is obviously something more 
at issue when people discuss housing affordability than 


the percentage of income spent on housing. 


The first restriction that must be placed on the 
use Of the meiagnune! so that 21 tredan ! apply fon by fio 
lower-income households. If a high-income household 
spends .more, than. 253pern,.cent, of Lts income,on Trent, it 
is not a social problem. However, if a lower-income 
household spends more than 25 per cent, it is a social 
problem. » This ‘restriction, draws, out the logic: implicit 
inthe .concept, of. affordability. If .a lower-income 


household spends more than 25 per cent of its income on 


housing, then there will not be enough noney lett jovexs 


becreation , samedi cal. care, .education,; <and 36 jon s4there 
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is a social problem because society holds that everyone 
is entitled to adequate amounts of those thai ngs:...27The 


underlined words! are usually omitted, but infact, 
housing affordability is being used as a proxy to 


measure the inadequate consumption of other goods. 


One can understand how the concept emerged. 
Housing analysts studied the data to see which house- 
holds did not have decent housing. As has been pointed 
out, the percentage of households with inadequate 
housing has been falling and is now rather low. yet 
the statistics seemed to miss some essential aspect of 
reality > “abn iorder: itosurvive! the Ontario weather, one 
must spend a considerable amount to secure decent 
shelter. Low-income households might therefore have 
decent housing - they have to - but to say they had 
decent housing did not reflect their well-being. They 
had obtained housing but had been unable to secure the 
other necessities. Out of this emerged the housing 


affordability concept and the 25 per cent rule. 


For many reasons, however, the concept and rule 
are: a poor tproxy! tor the under-consumption of other 
things. The implicit logic should dictate thati ‘the 
percentage of income spent on rent that is used to 
identify a problem of under-consumption would fall as 
income falls. Suppose the other necessities cost 
$4,500 a year for a household. Then if a household 
with an income of $5,000 spends more than $500 on 
housing (i.e., 10 per cent of its income), it would not 
consume enough other things. If a household with an 
income of $4,501 spent more than $1 on hou siPngl,o Ft 
would under-consume other things. The 25 per cent rule 
ghould also vary as the relative price of housing 
changes. There seems to be a widespread belief that 


the relative price of rental housing has risen, 


at 


although it has actually fallen over the last twenty 
years.l7 as the relative price falls, the percentage 
insthe maulershowld fall: The -rule> abs oedoes snot 
recognize that people's preferences for housing differ, 
that in cities the percentage of income spent on 
housing among similar people will vary depending on how 
they trade off housing consumption and commuting costs, 
and that over a lifetime the percentage of income spent 
On iouls angi) waist eiv'a Ty iti Wie te"b e' vari Girranoan ghene 
elderly because income is low and because housing and 
leisure are consumed together. But most important of 
all; ltsks ja pooimrproexyabecause itpdivertisrsaveention 
From the fundamental underlying social values - namely 
that all households are entitled both to adequate 
housing and to adequate consumption of other things.18 
It leads one to treat the situation as a housing issue 


when it is actually much broader. 


The first step in a proper analysis should be to 
define what the social entitlements are on all 
commodities, including housing. Then there should be 
documentation of who in Ontario does not have those 
commodities. People base their consumption levels on 
their preferences and incomes and on prices. Alterna- 
tive policies to ensure that all consume adequate 
amounts include such things as income transfers, job 
training programs, assistance with family budgeting, 
direct provision of goods, and price reductions on the 
various necessities.’ Any price’ reduction program 
should be aimed at those who currently under-consume 
and tbe desitgnedtiso that .the price! irece ived shynitive 
producer is not reduced (so new supply will be forth- 
coming). 


thet concept rofstaffordable housing satselft iesmorma 


Fundamental social value and should not be used in 
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considering the rationale for rent regulation or in 
assessing the effect of “rent regulation. The funda- 
mental values are that people are entitled to adequate 
amounts Of other "Necessities sdch as ‘food; “clothing, 
and ao om. Admittedly; rent regulation, by Towering 
rents, does permit low-income households to consume 
more’ oretie *other necessities and that isa ‘destrable 
outcome, given society's value system. But there are 
far better ‘ways to achieve the same result, since, 
Under “ent regulation, ‘most “of the increase’ ‘in other 
consumption is by renters who already consumed adequate 


amounts of non-housing items. 
6 SECURITY OF TENURE AND PROPERTY RIGHTS 


pHetFalwestor Security “of “tenure andthe» rigne to 
private’ property are considered together here because 
they are often two sides of the same coin. To increase 
tive "securicy of Cenure ora tenant usually entails a 
restriction of the property rights of a landlord. Rent 
regulation is sometimes justified as a policy to 
increase the security of tenure of tenants. Regulation 
is certainly never rationalized because of its effects 
Ore eroperty  tohnts;, oul because “chese effects are 
Signitricane and. pecause the cight “co private property 
is a widely held value, they must be included rue 


comprehensive analysis of rent regulation. 


Let us begin the discussion of security of tenure 
in the same way as the other values have been explored 
- by defining it and seeing who does not@have: tt *rn 
Ontario. What is security of tenure and how secure is 
theltenure of tenants “in Ontario? © Absolute ‘security 
would imply that a tenant could remain in an apartment 
so long as they chose to do so, but it goes beyond 


that. Suppose the income of a tenant were COM adie Che 
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tenant might then choose to move to a smaller apartment 
because, they, would, prefer to, spend, less jon housing 
because of their smaller income. That is a legitimate 
use, of athe..word: "ichoose..™ yet some would argue that 
the, tenantewas sconced tov movewand adid, nets -cugey 
security of tenure. The same applies to a rise in rent 
on. a.dwelling. The tenant might, choose to,move,, but 
some would say they were forced to move. Lb how eve, 
the tenant'ise income tose. ior the «rent fell, sthen a 
tenant might also choose to move and yet no one would 
argue that..they |hadwbeen itorced ior The.~-L.d ea“ io 
absolute; security of, tenure therefore means, that.-a 
tenant would be protected against any fall in income or 
any increase in the market rent that would cause them 
to leave the apartment and, moreover, that the landlord 
could mot, ony ans. drounds, Tefuse £0 scone ine ive 
rental.;. The landlord might wishs, notsto renews ay tenancy 
for £rivolous..or malicious ireasonsisz.b4¢¢ aauses.ot 
discrimination; because the tenant was bothering other 
tenants; or because the landlord wished to renovate the 
inact, dsisser tin: sit) iimns.eden,,: convert cht sto other pus esyusor 
demolish it. In the extreme, absolute security would 
mean that the tenant could remain even if the rent were 
not. Daidays ADSOLUtesSecunuty sex ists wuk vou shave, asl 
rights of. ownership and no costs to exercising these 
rights. It seems fairly clear that society would not 


desire all tenants to have absolute security of tenure. 


On the other side is the landlord, the owner of 
the apartment unit. Full private property rights would 
entitle the landlord to use the unit as he sees fit and 
to enjoy.the full, benefits of, use, of the -umist. L feat he 
landlord were to rent the unit, the tenant would have 
the, right. tor -use anid, jenjoy, the sunist..onhky insofamdas 
these .rights were, agreed, to ,in.-a contract! withi.the 


OTOL Fath. Tn Ontario wands 07-0-6i0 0/ame tinh aires tt ual 
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private property rights, for there are zoning and 
occupancy standards governing the use of the land and 
building, and income taxes take some of the benefits of 
ioe (Or Lhe unit. Furthermore, the landlord cannot 
Pe Use Tent sor renew va rental TOL frivolous “or 
malicious reasons or because of discrimination. But 
Poe wana lord Goan: termina ce oa rental, with proper 
notice, if the tenant is bothering others or has not 
Daid asthe rent,,.or if he wishes to renovate, convert, .or 


Genolish. asnit or live) in. Tt pAimseltr. 


Bach restriction on therproperty rights (of the 
landlord increases the security of tenure of the 
tenant. Clearly the agreement to rent an apartment is 
different from many rental agreements. An apartment is 
the home of the tenant and to change homes can often be 
an expensive and painful disruption. Society uhas 
accepted the increase in tenants‘ security at the 
expense of restricted property rights, although the 
Shatt 1c recentwand has mot gone very fara, Tenante 
must still pay the rent that the landlord establishes 
(which presumably will be near the market rent), and a 
Bem temcanebe, terminated by the Landlord. for the 
reasons noted above. Tenants may also be forced to 
(choose to) leave because their income has declined or 
the rent has risen. In extreme cases, the landlord may 
raise the rent above the market rent to cause a tenant 


to leave. 


It has been suggested that rent regulation should 
be weed to provide increased, security of tenure for 
tenants. Before deciding whether rent regulation will 
have tiat. Lescaut, Ve is useful to ack how -secure 
tenants are at present. Unfortunately, there 16 almost 
no evidence available. On average, tenants" incomes 


have risen faster than rents, so that while a potential 
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insecurity exists, in fact, tenants on average have not 
had to leave their apartments because of falling 
INCOMES (OY /FiSimg) Cents. Over a lifetime, people's 
incomes: Lirst. rise and’ then decline daueingd cone 
retirement years, when they often move to a small 
apartment., That £S to be vexpected, and 1b ws uniieely 
that society wishes to ensure that people can remain in 
the dwelling they occupied at “the hetqne of their 
life-cycle earnings. (That assumes that the household 
can still have adequate housing; but if it cannot, that 
is an issue Of ,ddequate “housing, ou security Of 
tenure.) “Some households have had’ to’ Veave their 
apartments because of declines in their incomes or 
increases in the rents of theirwinite.-” There sre. no 
data that show how many have had to. Another common 
cause of a tenant having to leave is that the landlord 
Wishes to renovate, convert, demolish, or live ina 
unit, but again no evidence is available on how often 


that. Occurs. 


It.is interesting “fo: compare the security. o1 
tenure of tenants and homeowners. Homeowners, 
especially ones with mortgages, also face insecurity 
because of changes in incomes and prices. Over the 
last decade of high and unpredictable mortgage interest 
rates and of mortgages with a short term, homeowners 
with large mortgages have probably been less secure 
than tenants with respect to income and price changes. 
On the other hand, homeowners do not have the insecu- 
rity of someone else deciding to renovate, convert, 


demolish, or live an’ there house. 


The, ratronale for rent regulation as @ means or 
increasingi tenants “security of tenures atiat, etay 


preventing sharp rent increases, it will enable tenants 


Bia 


to remain who otherwise would have been forced (chosen) 
to leave their rented dwellings. 


Security of tenure in that sense would be 
increased by a permanent, binding system of rent regu- 
lation, with or without exemptions. A temporary system 
Or a permanent system binding at some periods would not 
Poenove woe insecurity, but at wouldsallow ,arlLonageas 
period of adjustment for the tenant because rents would 
change” Wore: siowly. It is unclear, however, by how 
much security would be increased, because we do not 
know how many tenants would have had to leave in the 
absence of controls.2l fhe main effect is that tenants 
who would not have moved anyway in the face of the 


price rise have more money to spend on other things. 


It is interesting to compare rent regulation with 
the way governments dealt with the homeowner's 
insecurity caused by having to renew mortgages at high 
Fates 4 LD ithe, early, 1980's, .dtiwas alleged; thatumany 
households would lose their homes because of the high 
interest rates. Under the Canada Mortgage Renewal 
Plan, mortgage lenders were not required to continue 
their loans at the old low rates, a requirement that 
would be analogous to rent regulation. Instead the 
federal government offered homeowners financial assis- 
tance financed by all taxpayers, thereby imposing the 
cost of the increased security of tenure on all tax- 
payers rather than on a small group, as is the case in 
rent regulation. And finally, the assistance was not 
available to all homeowners renewing mortgages but only 
to those households that would have to pay more than 30 
per cent of their income on mortgage payments; again in 
contrast, rent regulation is universal, not targeted. 
In the end, it proved that despite an enormous outcry 


that thousands would lose their homes - a far higher 
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prediction than is ever heard about tenants! insecurity 
“few households took™advVamcage on tune progr an. 
Recognizing that mortgage payments were going to rise, 


they had arranged their finances accordingly. 


The treatment of homeowners is an illuminating 
contrast’ that points out the weakness in’ using rent 
regulation to reduce insecurity of tenure caused by the 
possibility of large rent increases. Rent regulation 
imposes the cost of the increase in security on the 
Pandlords (Of exis fing controlled "oui tounge. The 
regulation provides insurance against inflation and a 
change in the relative price of a rental dwelling (if 
there were no rift bauron ‘or 10 ‘change La Trelat iy. 
prices; ‘there would be no insecurity Of this sore). 
But the tenant does not pay the insurance premium: the 
landlord does. If that sort of insurance were desired, 
it could easily be accommodated in a lease, but the 
rent would reflect the insurance premium. However, if 
society wishes to provide tenants with insurance. 
surely it “is more equitable that all or cOoclety snace 
Cie OUT de Mar Ome iO term tte Furthermore, “rent 
regulation does far more than ensure that tenants who 
would otherwise have been forced to move can remain. 
It also protects tenants who would otherwise have 
remained in their apartment against having to rearrange 
their finances to spend more on housing. It makes sure 
that tenants can spend on other things. This sort of 


security is not a widely held value. 


While “providing Security of tenure by Pimiting 
unanticipated price increases, rent regulation reduces 
security of tenure in other ways. By reducing thre 
rent, a universal permanent system, with or without 
exemptions, results in controlled landlords being more 


likely to demolish or convert a dwelling unit and 
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consequently reduces the amount of housing available. 
Thus rent regulation results in increased insecurity of 
another sort. And the more rents are held down and 
price insecurity is reduced, the more the insecurity 
due to conversion and demolition increases. It is not 
clear whether there will be a net increase or decrease 


in security of tenure, 22 


The best balance between the two results could be 
achieved by a system of controls that altered the 
adjustment path of rents but not the long-run level 
(except for the slight upward movement since this type 
Of control usually applies to the entire stock and is 
permanent). Tenants would be protected against sharp, 
extraordinary increases but not against finally having 
to,adjust,.to inflation or ai longertnerelative price 
Change on their unit. , If only the adjustment path of 
rents is altered, there is little increase in the 


incentive to demolish or convert. 
7 PARETO EFFICIENCY 


The word efficiency is widely used and understood. It 
means getting more output from what you have or uSing 
fewer inputs to produce the same output. Docbe 
efficient is to imply that there is nothing wasted, and 
that is desirable. The words efficiency or economic 
efficiency are also used in economic analysis, but 
their meaning goes beyond their meaning in everyday 
usage, furor thatnreasony,s thefterme  Paretomefiici ency" 
rather than -teconomi c) “efficiency” ais] used rin the 


discussion below. 23 
Thereconony isosaiduto besParetovesiietenth rt 


there is no reallocation of resources possible that can 


make some people better off and leave nobody worse off. 
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vO pursue Pareto efficiency is, therefore, to recommend 
Changes that help some people and hurt no one. Assum- 
ing that people care about their absolute well-being 
(rather: than» theiro well=being) in! relation to’ off ér 
people), then changes: recommended by the Pareto 
efficiency criterion would receive unanimous approval. 
An argument that a program is desirable because it will 
result in Pareto efficiency is based on an assumed 
Social) va lieluepdsmvasinireh vas’ aneargqument, that sa 
PLOOG ranmisiMestilrabaier because DP’ wakll KeowtVetan 
increased security of tenure. Both arguments depend 
upon social values. Economists have tried to reduce 
the importance of assumed values in their analysis. 
Many base their recommendations solely on the Pareto 
efficiency value because they believe this value is not 
controversial24 and would be universally acceptable (in 
the sense indicated above). However, few programs 
would (he lps isome!/ people and? hurt’ ino one+®ahaq clearly 
there are some changes .thatmeanhelplsome Deon letand 
nub others but on balance, leave society, better ore. 
Rather than try to make interpersonal comparisons and 
try to weigh the relative deservedness of the gainers 
and losers, many economists recommend "potential Pareto 
improvements." There is a potential Pareto improvement 
if the gainers could compensate the losers and still be 
better off; therefore, the change could, in principe, 
help some people and hurt no one. That" st ethneriogire 
underlying cost-benefit analysis. However, the com- 
pensation will not occur automatically. Consequentiy, 
when a program is recommended on the grounds? thatyre 
will yield a potential Pareto inp rovemdéimt' 7, PE) a% 
recognized that the government's role will not stop 
with the program: there may have to be a compensating 
redistribution of income. Thus the final choice of a 


program cannot be made on the basis of Pareto 
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efficiency alone but on the basis of efficiency and 


equity combined. 


The next step in using the Pareto efficiency value 
is to apply a group of theorems in economic theory that 
demonstrate that an economy in which there is no 
government intervention will yield a Pareto efficient 
allocation. of. resources, prow ined.paaLlistsofwothex: 
conditions hold. The theorems are the formalization of 
Adam Smith's invisible hand argument. An economy 
without government intervention is desirable because it 
will achieve Pareto efficiency, which is an accepted 
social value...That is,the.essence:,ofs theaview of many 
conservative. (in.philosophicad &wermes, chassd cial 
liberal ) economists, and it often arises in the debate 
about rent regulation. ..But the.listi.of ;eonditions «that 
must old is.long :and. restrictives.,househod as) fand 
firms must act competitively and take prices as given; 
there must be no externalities or public goods; house- 
holds and firms must be equally and fully informed; 


there must be no transactions costs. 


If one or several of those conditions) does not 
hold, then it cannot be shown that the: laissez-faire 
economy, .1s Pareto efficient...» fone .of. the qeonditions 
does not hold, there is the potential for a government 
program to be a Pareto improvement. Each condition 
offers a possible reason for government intervention. 
(Of course the framework also allows governments to 
intervene to deal with what can be broadly termed 
eau y. adequate housing, adequate consumption of 
Other necessities, security of tenure, and income 


GiUstri bubioni. 


The use of the Pareto criterion as a rationale for 


government intervention can be further clarified 
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through two examples familiar to most readers. The 
economists" opposition to monopoly is based on the 
reasoning that resources will not be Pareto efficiently 
allocated 4veratmonopoly exists. " A ‘monopolist iwidl 
pest Huot ove pute compared “to a’ Pane tio emtie1 ent 
(competitive) world. If resources could be moved into 
the monopoly sector and away from other sectors of the 
economy, the increased output of the monopoly sector 
would have greater value than what has been given up 
elsewhere - that is, a potential Pareto improvement 
would be possible. Similarly, externalities can result 
in a non-Pareto efficient allocation of resources. 
This is the basis of an economic argument against 
joxe Lei BOR Asian gs Ee oehe polluting “Endustry Greeduceds its 
output and*its level of pollution (freeing its inputs 
to go elsewhere), the value of the reduced damage from 
pollution and increased output elsewhere would be 
Gireaver “ehaay the ="valueror- the Lost output -of, tne 
polluting industry.” Again’ a Pareto improvement is 
possible. 


We can now inguire whether the Ontario economy is 
pave totwe? ircrent sand, “1f it is*not,; what, pon hewes 
Mmightivachweve. Pareto 'efiiciency.," Pirst we mast ieec 
whetheriveach of the conditions necessary for a private 
economy 7totbei(Paretrotekficient. exists tin tOntaric. Pe 
is) Immediately obvious that ,/"strictly ‘speaking, none of 
them holds. Often, ‘however, the’ condition hovds 
approximately, or when it does not hold, there is no 
government program that can yield a Pareto improvement. 
There have been several studies?5 applying the Pareto 
efiveiency scr. ttervon-totthe’ Canadian and Ontario 
housing situation. They have concluded that there are 
several cases where government intervention (Orr 
maintaining the current intervention) might yield a 


Pareto improvement. But in most cases, rent regulation 
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is not called for. Those cases will not be discussed 
here. Instead, the emphasis will be on the cases where 
rent regulation might be the policy to yield a Pareto 


improvement. 


If market rents are subject to wide fluctuations 
Or if there are sudden unanticipated changes in the 
crevataverpridce of Nousing, it May yield a Pareto 
improvement to intervene and reduce the fluctuations or 
to alter the adjustment path of rents. The words "may 
yield" must be emphasized, because economic theories on 
this matter are in their earliest stages and very 
speculative. little (ts?known Tabout 4the sefficient rate 
of adjustment. Even before the economic analysis is 
developed, a preliminary step is to see what evidence 
there is of fluctuations in rents or sharp changes in 
the relative iprice ‘oft housing, The existing rent 
indices show no large fluctuations or sharp rises. 
However, the indices are the average of the entire 
Market, and anecdotal evidence does support the 
conclusion that there have been sharp increases in 
Berativer ents On Specilbic Units Or in Specific 
neighbourhoods. If there is occasionally a large rise 
torre vativertrenrtsreintonerdistrice or fontionesunrt, 
followed by a decline in real rents, the question is 
whether a different path of adjustment would be a 
Pareto improvement. Is there a change that can help 
someone and hurt no one? If during the market adjust- 
ment process, tenants moved in and out of units as the 
relative price rose and fell and resources moved in and 
Out of the housing sector, then it might be argued that 
a smooth price path would be more efficient, since some 
of the resources used to move tenants in and out and to 
move other resources in and out could be saved. But 
there is no evidence of any such on-again, off-again 


adjustment.26 Rent regulation would hold rents down, 


39 


Slow the flow of resources into the housing sector, and 
lengthen the period of adjustment. ._There seems. no 
strong reason to argue that the unregulated market will 
Shift resources into housing too quickly, that is, move 
resources so that their value elsewhere is greater than 
their benefit in the housing sector. There does not 
appear to be a Pareto improvement possible by altering 
the adjustment path of rents. There may, however, be a 
case for altering, the path. iin order toO.redist ai Dice 


income; that is taken up in the next section. 


The other argument. for rent regulation, onsvef£t tency 
grounds is a "second-best" argument. If there is some 
barrier to Pareto efficiency elsewhere in the economy, 
perhaps caused by another government program, that 
cannot be removed, the best policy would be to remove 
the barrier; the second-best policy is to make another 
intervention elsewhere that would offset the barrier 
and yield a Pareto improvement. It has been argued 
that the price of housing services acquired through 
home-ownership is reduced because of government housing 
assistance programs and because of, the.specd ade tax 
treatment of homeowners under the income tax system. 
Those subsidies cannot be removed, so a second-best 
policy is to reduce rents... Even if, the, argumentuwere 
COLGbeCt, Cen te reminlat Lon world snot l Does alee Gls fase 
because the offsetting subsidy would have to lower the 
price of housing) to renters and also. dncereada sthe 
Supply. OL rental nousing, Both «could, be. done) ives 
Shelter allowance for renters. Rent regulation does 
meduce the rent sonwthe) controled) stock. bi,tesiteaakso 
reduces the total quantity of wental jhousing., Anda nent 
regulations with exemptions raise the rent on the 
exempt stock. 
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Another second-best argument is that municipal 
land use regulations limit the supply of rental 
housing. If the demand were to increase, rents would 
rise but would not attract resources at the efficient 
rate because of the municipal restrictions. It might, 
therefore, be a Pareto improvement to hold rents down 
and thereby shift consumers' expenditures to the 
non-housing sectors. Unfortunately, economic theory 
gives no a priori guidance whether this is the case and 
the question has not been investigated by researchers. 
Again, however, there may be distributional grounds for 
altering the rent adjustment. Somewhat analogously, in 
a world with capital market constraints that limit the 
availability of loans there may be too much mobility 
because tenants who anticipate future increases in 
income cannot obtain loans to pay as much rent as they 
would be willing to pay. And because landlords do not 
pay the costs they impose on tenants from eviction, 
there may be too much eviction. If landlords remove 
tenants by raising rents, rent controls might achieve a 


Pareto improvement by reducing evictions. 


Most economic analysis of the efficiency of the 
private market has assumed that households and firms 
ar evatiulaivieandsrequa lly SinformedsAabouti rents ,/ithe 
availability of apartments, and the characteristics of 
all apartments and also that there are no costs to 
changing apartments. Clearly, in housing markets, not 
everyone has the same information and transaction costs 
are high. Tt: cannot«bes shown that the’ marke't “is 
efficient, but by the same token it cannot be shown how 
a policy will produce a Pareto improvement. Similarly, 
most arguments in favour of government intervention 
have dealtiwith? alfillrst=besti worldss Theresare Siew 
general results showing the efficacy of second-best 


interventions. 
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Ofurcolnis 6 7) 1 thee ino tl tis Wana claamed that 
regulations are desirable on efficiency grounds; on the 
contrary, rent regulations introduce inefficiency and 
it is*argued that their removal would!be avPareto 
improvement. In a market economy, Pareto efficiency 
will be realized if consumers pay the marginal cost of 
production (including a normal rates ofA retuen) ‘of ene 
goods that they buy. Then the value to society of a 
unit of a good is just equal to the value to society of 
what must be given up to produce the good.» This is 
because the value to society of the unit is measured by 
the consumer's willingness to pay, that is, the price 
paid, and the value to society of what is given up is 
measured by, the cost of .production, Rent regulations 
break down this basic relationship, and the result is 


Pareto inefficiency. 


In the economics literature Pareto inefficiency is 
often referred to\| by comments such as’ ™therhomsing 
stockyis tooismall,",;"ther level? of new! constructivomeis 
too’ low," "tenants. mobility visc reduced; ii" tence 
cnoice is distorted,” “household formation is "dase 
torted," "there is a mismatch of tenants and dwelling 
units," or "the level of maintenance is too low" under 
rent regulation. Economics does not have some absolute 
Standard of what the level of housing stock, or tenant 
mobility or maintenance should be. Rather the above 
statements are based on a comparison with a Pareto 
efficient world. The housing stock is too low compared 
to a Paretovefficient level’ andiso ‘ont? The ‘cos H'to 
society of the inefficiency is the difference between 
the value of output in a Pareto efficient world and the 
value of output under rent regulation. For example, 
the efficiency cost of housing stock that is too small 
is the difference between what consumers are wilAing@eto 


pay for additional units in housing stock and the cost 
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Of producing the stock (i.e., the value of what is 
given up to produce the additional units). The cost of 
a mismatch between tenants and dwelling units is what 
each household would be willing to pay to achieve a 


correct’ matching: 


It is the Pareto efficiency costs that economists 
are referring to when they speak of the costs of rent 
regulation. The idea of an efficiency cost is subtle 
end OGL enkapefiacultntopguasp.< Bath thePidea is “als 
very powerful and emphasizes things that are often 
forgotten in policy analysis. It points out that the 
cost of something is what you must give up to achieve 
it. More housing is not always better for society 
because something must be given up to get more housing. 
It also emphasizes that many costs of rent regulation 
are by their very nature invisible, for they are the 
difference between what we could have had and what we 
actually have. The idea of efficiency costs also 
provides a rigorous underpinning for such statements as 
“the housing»stock is toolismall""or "tenant mobility?is 
too low" because it offers a criterion for establishing 
what the best level of housing stock and mobility would 
Dew, Alle toosoftem un! debates ion. public policy ,P people 
Say housing construction is too low without naming the 
GBtherm.agon. iwhdchithiei mos tatement stare’ bas 4c! 
Unfortunately, thererare ino, .estimateés of the eff ictency 


costs of rent regulation.2/ 


Theres i ssoperhapsi, ine) efficiency dost that’ is 
somewhat easier to grasp and to measure. That is the 
cost,of, administering and enforcing the program, of 
complying with the program, and of lobbying to have the 
program remain or removed. If rent regulation did not 


exist, the resources used in these activities could be 
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used to. produces things that) wold) eincrease our Welle 
being. 


In sum, there may be some cases where rent 
regulation can produce a gain in efficiency, but the 
arguments are very speculative. There are much strong- 
er arguments that regulation introduces considerable 
inefficiencies, although we have no actual measurements 
ofjthe sizeyof. the inefficiencies 2sAl though a ibvalane= 
ingof thecargumentswis atsoresent/ notivessiblem Gre 
burden of proof must }lie xont those wha would Weationalize 


rent regulation on Pareto efficiency grounds. 
8 REDISTRIBUTION OF INCOME 


Trent inal soctala valare tosscoinsi dieu! asoctrth aestthe 
distribution. of inceme (should sbe thai padervequn taper 
Again an dntuitive, idea) of; what is) meantjis posswh ley 
butwit. as -\hagder ito specify-what. the: precise isocitat 
CONS enSusveis with -cegardny to: aincomeirdie.t wie mentome 
Peoples incomes’ come) fmomimany sources! andere 
influenced by many things. Your income is influenced 
by how many hours you work, how hard you work, how much 
training you have, how much you have saved, and your 
innate ,»ability., But it ws-also influenced byOiricihe 
discrimination, the political influence of your type of 
labour, the relative demand for, and supply of, people 
Providing services: like youlesee and by macroeconomic 
policy. It is an almost universally accepted view that 
society is better off i governments: act® to’ make the 
distribution of income more equal than it would be in a 
laissez-faire world. The redistribution of income is 


regarded as a legitimate function of government. 


That function of -governmentisis closely ‘akin to “the 


task of ensuring that all “constime adequate housing, 
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clothing, education, food, medical Care yang ssocony,ibut 
distinguishable from it. In the former case the issue 
is people's general well-being; in the bather,c7i vais 
the absolute level of consumption of basic necessities. 
In the former case, the way people spend their money is 
not an issue; in the latter case it is the central 


issue. 


Fi LS) BO oCsl cian dic pas tech ionwd equal the 
distribution;of ,incomershould be. + Lt is unlikely that 
Ontarians desire complete equality. We accept the fact 
that people are entitled to extra rewards Diy 3 chor 
example, they take greater risks, work longer hours, or 
Save more. Moreover, it is recognized that a massive 
redistribution of income would reduce the size of the 
Die elo. Deda st v1 buted, Thus, something between 
complete equality and the laissez-faire world is to be 
desired. It is generally agreed that two principles 
should govern the redistribution. The first is’ that 
toere should be horizontal. equittyyn thatthe s a4thekt 
Similar people should be treated in a similar way. For 
example, two identical families with the same income 
Should pay the same income tax. The -pnine rpile las 
Similar to equal treatment under the law. The second 
principle is that there should be vertical equity, 
which means that dissimilar people should be treated 
dissimilarly. In connection with taxation this usually 
means that people should pay higher absolute amounts 
and higher percentages of their incomes as their 
incomes rise. The tax system should be progressive 
(certain. taxes, may, not. he--pneguessiveabuteum its 
entirety the system should be progressive). When one 
thinks of all the changes wrought by government through 
taxes, expenditures, and regulation, vertical equity is 
usually taken to mean that the better off are net con- 


tributors and the worse off are net gainers. The ratio 
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Obenet contribution Gret’gain) to income should rise 
(fall) as initial income rises. This is simply to say 
that the intervention of government in a laissez-faire 


world should make the income distribution more equal. 


Although it is clear that society does not want a 
laissez-faire world, it is much less clear whether it 
desires more redistribution than there is now. Data on 
the distribution of money income are widely available, 
although the data on income broadly defined to include 
BNCOMen negind, “suchas She SE Pow ot “services” Prom 
Owner-occupied housing or the value of public services 
received, are less readily available. The data reveal 
that the distribution of income in Canada has been 
relatively stable over the last fifteen years, which 
Suggests that our political system has revealed no 
strong desire ’to-change the overall distribution of 
income. Attention seems directed much more toward 
assisting specific disadvantaged groups, such as native 
peoples women, orvthe idisabledc- 'TEtthat is "so, there 
iene yneed, to search “Lor ‘an optimal governmenc 
intervention to redistribute income: rent regulation 
will not be needed nor will any other instrument. It 
Usialso highly tnlikely Yihat’ rent vegultatton coulta be 
Legandeds as yavpreréerred ‘substitute’ forthe progressive 
income tax, the old age pension, the Canada Assistance 
Plan,areeveducatronsand health care , wand toon ling 
income redistribution were desired, changes in those 


programs would be preferable to rent regulation. 


Thus, rent regulation cannot be justified solely 
ony the sqrounds? of “redistribution of income. However, 
Should regulation be used in pursuit of other social 
objectives, its effect on the distribution of income is 
of interest because society does wish the distribution 


of income to remain fair. Any change caused by rent 
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regulation should be horizontally equitable and, most 
people would agree, should also be neutral or slightly 


progressive. 


The distribution of income is altered by rent 
regulation in many ways. If a household enjoys a lower 
rent per unit of housing service, then that household's 
income can be thought of as being raised by an amount 
equal to a cash grant that would leave the household 
Just as well off if the price reduction were taken 
away..; Ifjanprice rises or the rate fof -return to*your 
assets falls or your wages go down, the loss in income 
is equal to the income that could be taken from the 
household while leaving the household just as well off 
anadrreversings: theitpriice raise! ‘ori -wage Graal rs Rent 
regulation also causes permanent, one-time capital 


losses and perhaps gains. 


Ol Sortyoutrtheimedrstributiion heausedeby! rent 
regulation is a subtle, complex theoretical task and 
perhaps an impossible empirical’) task. “The short-run 
efrects in“the rental” market /are “obvious.” Tenant in 
controlled units gain, tenants in uncontrolled units 
probably lose, and owners of buildings at the’ time 
controls are imposed lose. As we know, however, from 
studying the redistribution caused by taxes, there will 
be important general equilibrium effects throughout the 
economy. As resources leave the housing sector and as 
tenants in controlled units spend their money on other 
things, the relative price of labour and capital may 
Change and there will be a complicated pattern of 
changes in commodity prices and rates of return to 
Factors of production. Rent regulation can be thought 
offasaytax4 onj-thelyreturnis btoecapiitalfimioneidse 


(rental residential housing) with the proceeds given to 
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those” whonoccupy controlled housing. 9°The finaly rediis= 


tribution results from this tax-subsidy arrangement. 28 


The longer binding controls remain’ (and” so” tne 
more capital leaves the residential sector to escape 
thewhighertratenOfin taxation), wer header! moitsetus 
analyse othe redistribution. sin the short run; however, 
especially since wevykmow “taxes. are/jborne even anova 
geénerakueguirlibrduuum world byt immobple fact orsifoe 
production, the obvious results probably give a Pale By. 
accurate’ picture: tenants in control bed tani ts? gain, 
tenants in exempt units lose, and owners of controlled 
buildings Loses sWho résides’) intine conteoltieqsdas 
opposed to the uncontrolled sector depends on how the 
controlled istock ois’ rationed. Unfortunately “weeknow 
relatively little about the characteristics of owners 
of rental buildings and, consequently, “little aboucewho 
bears the costs Of controls. But undér “mosv hypetnesce 
about) benefits and costs, rent regulation: seeme? mildly 
progressuveltsvitvisi vertically equatable in =thacliesaas 


made the broad distribution of income more equal. 


Howevenjaremt frequilaivionn ike homi'z ome Lay 
inequii tabled because similar-tenantstare™not treated 
Simivarlyvand@because. similar enon=Venan temarer aot 
treated similarly: If two tenantimhouseholds ‘have tthe 
Same income and family characteristics and both are in 
controlled units, the increase in income each enjoys 
will vary depending on how much housing they consume. 
Themmonre housing consumed, the oreater the’ gain “in 
income.=/Under Ontario"s rent review system, tenants 
receivetidiffterent income gains’ depending on rere 
financing Of theiro burvldangvand depending son whether 
the buiiding has dbeen solid during ‘the “control? périted: 
Similar people also receive very dissimilar treatment 


depending on whether they end up in the controlled or 
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the uncontrolled market. One group enjoys a fall in 
its rent and so an increase in income. The other group 
SUTTeGrs a rent increase and COfeeQucntly a Loss in 
income. Residents at the time controls were imposed 
gain, while newcomers or those who want to move are 
losers. New arrivals, new households, or those selling 
houses to move into rented housing are hurt by che 
imposition of regulation. As has been explained above, 
rent regulation can be viewed as a tax-subsidy scheme. 
Tuc SUpeigies are NOt distriputed with horizontal 
equity. The tax burden falls on existing landlords, 
especially those who cannot move their resources out of 
Pre MOUS i@Ig@sectOLr. Normally, ia jtax to finance a 


subsidy scheme would be levied on all taxpayers. 


Vere ne DUD LLG Oplnion polls Ssuqqest there is 
widespread support for rent regulation. One wonders 
how widespread the support would be if regulation were 
replaced DY aN eCxDlicit, Cax—-subsidy program, with the 
taxes levied on all taxpayers. Would people favour a 
tax Increase in order to give grants to all tenants 
(eEOvidedPovly, that their rent was less than $750 a 
NOWCW)@e lo is Wikely they woulaunou, especral.ly. it, 
under the program, the grant to tenants got larger as 
their income rose (the more they spent on rent). There 
Migat be Support for some redistribution to tenants but 


Only if the benefits were carefully targeted. 


It is conceivable that, although society does not 
favour a general redistrioutvon, it. does wisn to 
Veversee tne mcome and capital gains that occur as 
housing markets agvust, CO; Ulantehcitoauved shocks. in 
demand or supply. Suppose there were an unanticipated 
permanent increase in demand and rents moved to a new 
higher long-run equilibrium; existing producers would 


then realize a windfall gain (especially in their 
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Capacity as landowners). It. may. bé that.soci ety 
believes such gains should, not accrue to,,existing 
Producers but should rather be shared. Lf soqocue ty 
believes the gains should be shared by everyone, then a 
Windfall gains tax would be the appropriate policy. If 
society believes that the gains should be returned _ to 
consumers in proportion to their levels of consumption, 
Dabancing, income gains and losses) titen wa -renme 
regulation system would be a suitable policy. Either a 


universal or a system with exemptions could be used. 


Betorer this argument could bevotfiered “for rene 
regulation, it would have to be shown that rents would 
have risen owing to an unanticipated increase in demand 
and that owners of existing buildings would have 
enjoyed above-normal profits. Then a rent regulation 
system that would redistribute the windfall gain could 
be justified. But it must be emphasized that the 
System would allow existing landlords a normal rate of 
return. Existing owners would have no incentive, to 
move their resources to other sectors because those 
sectors would not offer a higher rate of return.,. There 
would be little effect on new supply because new 
Suppliers could still enjoy a normal rate of return and 
woulda Met greatly fear the "extension vot cont proud 


because the controls) do mot: prevent a nNoumal ratezor 
Been. 


Another cause for the price increase might be that 
the new producer has, faced a sharp cost 1ncreace: 
although the existing producer has not. New producers 
need a higher price to enjoy a normal rate of return, 
while existing producers do not need the higher price 
and are enjoying a windfall gain. Again, if the gains 
are to be returned to consumers in proportion to their 


consumption, a rent regulation system that exempted new 
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units and held rents on controlled units down but 
allowed a normal rate of return would be a possible 
response (but tenants in exempt units would not gain 


from the redistribution). 


A similar sort of argument could be made for re- 
distributing above-normal profits that are made during 
a period of market adjustment (the new equilibrium 
might be the same as the original rent level). The 
most direct solution would be to tax above-normal 
returns at 100 per cent and then to redistribute the 
gains to everyone. If society believes that the gains 
should ibe redastributed4 to -peophe in? proportion «to 
their consumption (although that is unlikely because a 
rich tenant would get more than a poor tenant), then 
what is needed is a universal system of controls that 
alters, ithe adjustment paths ofsvsremts> but inotsithe 
long-run rent. Existing owners must be afforded a 
DOuMalLsarate of rehuBsns- Themeiqwou ldo bedmocnecanto 
exempt any units because new units would also get a 


normal return. 


In a market economy, above-normal profits ina 
particular sector are a signal that resources should be 
moved into that sector because peovle value what is 
produced there more than what must be given up in order 
to obtain the increased production. This signalling 
Eunction mustabe hnetained ,/ rand stherefore any °nent 
regulation must permit some above-normal profits. The 
question is whether the temporary above-normal profits 
can be redistributed and the signalling mechanism 
retained. Furthermore, there will be a trade-off 
between equity and efficiency if the market path of 
adjustment is efficient. It should bernoted that this 
argument .£orvanent regu hatronawoulkdccall> forosimilar 


regulation or taxation sitivall sectors, yvrhe“coste Sot 


ll 


administering, policing, and complying with the regu- 
lations) 6evern in’ the housing sector, would be enormous. 
The case -Lorr reds: rvoetiom fe mueh strotaercs iu. 
resources ‘cannot Flow intG the otsing™ sector — cine 
Signal brings no response. This “Gan be the “case in 
wartime, Or when municival regulations restrict the 


Supply of serviced land. 


The arguments for redistribution of unanticipated 
profits or capital gains are strangely silent on how to 
treat) mwindhaldy iKo's s’e's ; Should Vandlords wow pe 
compensated for losses if the gains are to be taken 
awaye? TPOnOta the redistributrve requlatton wrell "cause 
thesdongertnwequilirbriam’ rent vo be high énougn to 
ensure that returns are the same as could be expected 
in#other Tsectors. Furthermore, there is the funda- 
mentalsquestion -of why’ gains from owning residential 
rental real estate should be taxed any differently than 
othermssources’ of ' income! The -“@rend wn Sircomes ta. 


eeporm cis! sovtreat ralln ‘forms of “income? simvlarly. 


Another possible argument for rent requlation as 
to prevent the redistribution that could occur between 
a landlord and a tenant, perhaps an elderly tenant 
faced with very high costs for moving. In this case a 
landlord might not simply accept the market rent but 
might raise the rent until. the present value of the 
difference between actual rent and market rent in 
future years was just less than the cost of moving. 
Such we nituaimereds es: may! b efwhialt’ tis meant by 
"unconscionable increases." There is no evidence one 
Way, OfrH the other on the sextent.ofethe phenomenon; but 
certain yesitoworrl di notmioecurm £or Sven eal ene er 
percentage of tenants. AX government “program “to cea 
with specific allegations would be far better than an 


blanket policy like rent regulation. 
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These arguments for rent regulation based on the 
redistribution of above-normal profits have been 
developed, not to give them credence, but because they 
seem to be implicit in the thinking of some proponents 
of rent regulation. By@carceiudly ‘Layinge omtiythe 
conditions necessary to justify the intervention on the 
grounds of demand changes, cost changes, and society's 
attitude to redistribution, it is hoped the analysis 
Gan ;then «concentmnate! on, £indingnowt.swhethers sweh 
conditions ,aghualLly, exastws)Theadiscussizonshas»also 
emphasized that, even if the conditions exist, the rent 
regulations in responding to those conditions would 
permit owners of existing buildings a normal rate of 


Cetuan .< 
9 CONCLUDING REMARKS 


The search for society's values that might provide 
rationales for rent regulation produced six values. 
After each had been defined more carefully and the 
effects of rent regulation analysed, what emerged was a 
complex pattern of effects, some judged desirable 
according to the values, others undesirable. Rent re- 
gulation cannot enable people who do not have adequate 
housing to obtain adequate housing. Universal binding 
controls greatly reduce the supply of housing. Binding 
controls with exemptions raise the price on new supply 
and, no matter how many additional regulations are 
added, tend to reduce the existing stock. In aggre- 
gate, people are more poorly housed, not better housed, 
under rent regulation. Some people will be better 
housed, but more will be less well housed. The desire 
for affordable housing was found to be a proxy for the 
belief that everyone is entitled to adequate housing 
and, as well, to adequate food, clothing, medical care, 


CUILCAGLONRs»s ANGhewSO OM yDiktivdety Was oa badspimoxkiyv.. 


aN: 


PAIDLhHermoreporent regulation was a. poor, way tO ensure 
people had adequate levels of all goods; but again 
there wash a beneficial "side, in’ that “poor tenants Could 
buy more of other things under rent regulation. Rent 
regulation does increase the security of tenure of 
tenants by preventing some tenants from having to move 
aS Va Sresulteot sharp pr ree?increasées - "However; most 
tenants would not have moved anyway, and rent 
regulation merely prevents many tenants in controlled 
Units=fromehaving to shifts their “*expendi ture’ Pave 
housing and away from other things. Furthermore, 
bevausemreguvacions®that’ are ‘binding Vinerease “tire 
inceéntivestovNallow dwellings to “deprectave or’ to 
Sonvertweon demolish a unlit, security Of ttenw ests 
reduced. |» Rent regulation ‘also’ restricts ithe properly 
Eights: Of andlords.. A possible™justifitattonm™ ror rene 
regulation was offered by Pareto efficiency, but the 
argument was very tentative and much stronger arguments 
pointe stomthe tacththatir regulations create efi rervency 
losses. Finally, there’ appeared to be little desire 
for: income? redistribution ‘and, if there had been; ~rent 
regulation would not have been preferable to the exist- 
ing instruments of redistribution. Rent regulation 
might be rationalized as a means of redistributing 
transitional above-normal profits or windfall capital 
gains, but it would still have to answer the question 
of how losses should be treated, how investment can be 
attracted, and why this particular source of income 


should be taxed more heavily than others, 


If rent review were removed, all the effects 
listed above would be reversed; again the social values 
should be used to judge the changes. Just as the 
imposition of rent review had some results that could 
be deemed desirable and some that could be deemed 
undesirable, so the removal would have mixed effects. 
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A final analysis would require some way of valuing the 
absolute level of all effects, using a similar unit of 
measurement so the net change could be established. 
There must be some way of making trade-offs. This is 
not done here because all the analysis of effects has 


been qualitative rather than quantitative. 


While the picture that emerged was mixed, never- 
theless the balance of the analysis was against the use 
of rent regulation. Several rationales were found, and 
Ol course one could say “thats all I ‘care about, ‘so 1 
favour rent regulation." However, the benefits could 
usually be better achieved by other means. Most of the 
arguments were highly speculative, and it remains to 


show that the conditions justifying regulation exist. 


MeOcrOone nis ce COM LrOmeacire £act that a Large 
majority of the residents of Ontario seems to support 
rent regulation. Mirisc Section Cannot /Ofrer van 
SxoLlantatcvon wor that, Ort, pt "does -orfer va few 
speculative concluding comments. Partly it is because 
there are more tenants than landlords, and the landlord 
has always had an unpopular reputation. It is partly 
because rent review in Ontario is probably not so 
binding “ac sto have ‘extremely good or bad effects. 
There is also a failure to understand that in a market 
economy supply will be reduced if prices are below 
COsit'. VaneeOrinteeal tare oikise er Ooms thesuncrit) ¢ 4 | 
acceptance of the affordability concept. Rent review 
in a tautological sense reduces affordability problems. 
In part the support for rent regulation comes from our 
Pnavid ty. .coO deal with the turbulence and uncertainty 
of the last decade, when we have had high and variable 
rates of inflation, changes in relative prices, low 
growthein. realy income, and high unemployment. 


Anecdotes about specific people who have been hurt have 
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led to blanket policies. We have naively believed that 
by regulating one price we could make almost everyone 
better off. And finally, when we are dealing with the 
necessities of life, there is always a special tension 
between the consumer and the producer. The debates 
about teachers’ salaries, food price supports, (doctors = 
Salaries, and hospital user charges are similar. If 
rent review must remain, perhaps the best recommenda- 
tion to, make.ftrom the analysis in this paper is that 
controlled landlords should be allowed a normal rate of 


return. 
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NOTES 


In one view of the political process, government 
Cate bev seén “as “artireulating “and “acting on the 
collective will. In another view, government (and 
POwIitaecrvans) Can De seen as rational and 
self-interested ‘and as‘acting to maximize the 
probability of re-election or to impose their own 
views.’ Even if this view is accepted, in Ontario 
we still regard the process of government as the 
legitimate way of deciding which values are acted 
UPON sPUSee "Orn. Coe TLOT 7 PP ror a discussion Of “the 
two views. HOWeVeTr PACD LOVesnis ofr) hows ing 
policies under the latter view must be based, not 
OnpsSocial Wwalues* about housing; but on beliefs 


about what the best decision-making process is. 


Imes acadenicelvterature 1s large’. Even the 
important works cannot be cited “here. Good 
bibliographies are available in Arnott (1981), 
Creangext oI Sr? CrkPingwortty CFUS2),°> Miron and 
CalvlLrngworvin 61963) - Ontario (1982), and Smith and 
TOomeinsonm, CLOSI), 


Et’coutd be that’ the ‘path of adjustment "of- rents 
influences the long-run equilibrium level but this 


possibility is ignored. 


Tive “ese ont iam roeswve rs net the shtt t’*irn 
preferences but rather a shift in the equilibrium 
spatial rent pattern, This could be caused by 
changes in’ preferences or’ in commuting costs or 


Many Other things. 


Strictly speaking, landlords have the option of 


using cost—pass—through, ratsing rent by the 


oy 


Lp 


Ls. 


2. 


guideline amount, or accepting the market rent if 


bis lower than the other two levels. 


DESCrALOGUOMSs oof Gent srev isew,, ine Ont aro sas;e 
avadlabke in Arnott, (1981,.)) andwOntario «(iI8yZ)). 


This two-step procedure can be useful, but it is 
not rigorous. A proper analysis would analyse all 
Che eftects simultaneously. Moreover, the 
controlled rents and the rents if there were no 
COnNtroOls, might be, the same, but controls jwould 


Still have some effects. See note 9. 


There is a large literature dealing with the 
etiects of rent cegqulation..2=Goed bibilseqravhies 


ace avallable,in the sources. dlisted. im noter2. 


Preankena (1975) points: out +that. if .onlye them gross 
Demis oer ciwedd. aid) -unit,  asiacon bao hledyrect hen 
landlords may reduce the services provided by the 
Owed Tig Unit and! contnuols. can-eyeng masse the 
price of housing services and landlords ican earn 


above normal profits. 


Gite Assumes ,Ghatw.in the long, rlmesnland is 
Deviecctliy inelastically supplied. -andseaot tal 
elastically supplied. To the extent that capital 
cannot be quickly removed from the controlled 
sector, landlords suffer capital losses as owners 


OT acapd tal « 


See Fallis and Smith (forthcoming) stokneas more 


extensive analysis of controls with exemptions. 


See Frankena (1975). 
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see 


5 HLS 


Le 


LS 


pee Arnott (1981) tor a good discussion of optimal 
maintenance. The reduction in maintenance will be 
influenced by the method of setting rents. Cost- 
pass-through controls attempt to mitigate the 


decline: in. maantenance. 


pee CMHC "CLOSr jr. 


The value that all are entitled to adequate levels 
of a range of commodities is very closely allied 
Wien. Che BWakve-Ehat there should be a fair 
distribution of income, which is discussed below. 
TiS Teer el atl On Ot wile "ar kOrd aba laity "OL 
housing is not general in the housing literature 


bUL 1S the. Conclusion of thenauthor. 


ines i gw tals Measure the re are numerous 
problems of measuring housing expenditure and 
housenold income ,. put (they are not central (to the 


argument. 


See CMHC (1982, Table 87). 


The diversion seems complete in much debate about 
rent review. tne rile. tos apo ul ed. witb no 
reference to the underlying logic. Middle-income 
households that are adequately housed and that 
have an adequate supply of other necessities are 
declared to have an affordability problem because 
they spend more than 25 per cent of their income 


On rent. 


The weakness of the affordability rule is 
fully illustrated when one considers the effect of 
a price freaquction policy. on households. Tao the 


extent that households consume more housing in 


ae] 


Sede 


20% 


21% 


Die 


Fesponce to.a, price fall and increace wiheuwn, 
housing expenditure, their affordability problems 
are" Unereas ed. Psa oe We c tio nr tint abeee 
percentage of income spent on housing would occur 
if the policy meant the household did not consume 


any more housing. 


Form a drscwssion of landlord and tenant Taw and 


security of tenure see Miron and Cullingworth 
CLI Os i. 


The most likely cause of rent increases is that a 
Breer rc. Of.a City has. become relatively mone 
popular. This combined with income declines at 
the end of the life cycle have probably meant some 
elderly persons have had to move. It is likely 
that people have also moved following declines in 
their income caused by unemployment, divorce, or 
the withdrawal of a member of the household from 


the labour force. 


All tenants enjoy some increase in security 
Pecause the Likelihood that «a price hike wilt 
Proece nem cO,mOove Ls reduced, although -the 


likelihood was already very low. 


Under a Fegime Of controls where avunit becomes 
exempe when a tenant leaves, tenants* insecurity 
MS Sreaclyinereased. Also, under any control 
system where excess demand is high and vacancy 
rates are low, landlords will have no trouble in 
re-renting a unit, and so a landlord who wishes to 
harrass a tenant whom he dislikes until the tenant 
leaves will have a lower cost in doing so. Again 


insecurity is increased. 
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23s 


24. 


PAI LP, 


ZB ve 


The concept is named after an Italian economist, 
Vilfredo Pareto. 


The value is more controversial than they realiz- 
ed, in part because people care about their 
relative well-being and in part because not only 
Pareto improvements are recommended but also 


potential Pareto improvements (see below). 


pee? Fallis) (1983) tnd? citatwvons: therein. 


There is evidence of cycles in new residential 
construction, and some argue that a government 
Program to smooth the cycle would amprove 
efficiency. However, rent regulation would not 


achieve this. 


AETODe. CY9S1) Sorovadess airgood? drscussion of 


measuring the efficiency cost of rent regulation. 


See Mieszkowski (1972) for an examination of the 
incidence of the property tax. The framework 
Would. be applicable, tometrudving the tax” on the 
Beturn €O investment in rental residential 


property caused by rent regulation. 
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